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REVIEWS 



SCHUMPETER'S ECONOMIC SYSTEM 

Seldom has clear and consecutive reasoning had more 
definite expression in economics than in Schumpeter's two 
volumes. 1 Others may have anticipated many of his con- 
clusions, or formulated concepts and terminology akin to his; 
but to him belongs distinct recognition for the precision with 
which he has clarified concepts and marked metes and bounds. 
This feeling of appreciation would hardly come to one who 
had read the first volume only. That has an atmosphere 
of unreality, a purely hypothetical quality, so consciously 
acknowledged and so frankly adhered to, that the reader 
wonders whether or not his feet are on the ground. But the 
second volume quite justifies the first. The first is not, to be 
sure, absolutely essential to the second, considered from the 
standpoint of Schumpeter's own system of thought; but 
current distinctions are so ill-refined as to justify such a 
preparatory dialectic, which relegates the hypothetical to 
its proper realm, that of the purely ideal or conceptual. 

This view can, perhaps, best be illustrated by considering 
a typical question, and one that serves to bring out some of 
the fundamentals of Schumpeter's reasoning, — the distinc- 
tion between "static" and "dynamic." The term "static" 
as ordinarily applied 2 is hypothetical; but the static society 
so assumed is believed to reveal laws that dominate the real 
economic world in its flux and movement. In this view 
the tendency in the dynamic world is always toward an 

1 Schumpeter (1) Das Wesen und der Hauptinhalt der theoretischen National- 
okonomie. Leipzig, 1908. (2) Theorie der wirtschaftliehen Entwicklung. Leipzig, 1912. 

2 E. G. Clark's Distribution of Wealth, pp. 29-35. 
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equilibrium. In essential respects, the actual movement of 
economic life is thus a succession of equilibria, or of approxi- 
mations to equilibria, regularly upset, however, by the play 
of forces making for change, i. e., for the establishing of a 
new basis of equilibrium. The static is portrayed as a per- 
manent equilibrium that is never reached, but that reveals 
forces working toward equilibrium in the dynamic movement 
of the actual world. With Schumpeter the idea of equilib- 
rium in the dynamic field seems to have disappeared. The 
static is purely conceptual and arbitrary, bearing on the 
actual only to the extent that individuals are motivated by 
equilibrating desires for goods. And this, be it said, is in 
his view not a minor consideration. The influences in social 
environment and individual psychology making for constancy 
are powerful. But evolution cannot be explained merely 
by the play of " frictional forces " on an otherwise constant 
equilibrium of forces. There is an independent dynamic 
element, in real contrast with the static, and in such opposi- 
tion to the latter that under its influence organization of 
productive forces is fundamentally altered. The static- 
hedonistic principle, in this view, cannot account for eco- 
nomic evolution. A new agent must appear, and is duly 
found, — personified in the modern captain of industry. His 
motives are not the common ones of hedonistic calculation. 
He is dominated by energy, rather than by the balancing of 
outlays against gratifications; his activities have their own 
laws, and as a perennial agent of change, he obeys the 
dynamic impulses of his own nature. The static picture, 
therefore, cannot be the representation of an actual equilib- 
rium. There is no continuity or succession of static 
equilibria. Creative activity breaks any such continuity. 
A minority of individuals with sharper intelligence and more 
restless fancy than the average see and effect countless new 
combinations of productive units. It thus appears that we 
are dealing, not with a group of forces distrained from work- 
ing out their natural effects by disturbing influences, but with 
an interaction of individual types. These are actuated by 
different motives, the dynamic few by energy, the static 
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many by hedonistic calculation. The dominating activity 
of the former accounts for economic evolution. This static- 
dynamic contrast is clean-cut. It pictures not a succession 
of new levels based on a new balancing of value forces, but a 
succession of new productive combinations and of new pro- 
ductive and distributive results. 

To bring out the broader outlines of Schumpeter's system, 
let us first examine the argument of his earlier volume. This 
is " reinwirtschaftlich " both in purpose and method. Its 
main theme turns on the exchange or price relation, and 
affords an interpretation of the valuation and exchange 
activities of individuals. This interpretation is used in no 
way to support any view of social consequences. It is 
divorced from all socio-political results. And the working 
out of such laws as those of diminishing utility and diminish- 
ing returns is ignored as outside of the field of pure economics. 
These laws lie within the precincts of pyschology and technol- 
ogy, respectively. The starting point of analysis is with the 
individual and given quantities of goods. Arrange these 
goods so as to yield a maximum of value and we have the 
static state. The whole field of pure economics is a de- 
scription of values in this state. The value-functioning 
process under these conditions is a simple one. Assuming 
a quantity of goods, ask the individual what he would give 
for successive units, rather than do without them. Construct 
from these data a demand curve. Similarly, build up a 
supply curve. The two curves must intersect, and as the 
result of this process value emerges. This is all we can get, 
no matter how far into psychology we may go. It should 
of course be borne in mind, even tho this is a matter of 
lengthy analysis, that the supply curve is in essence merely 
an inverted demand curve; so that what we arrive at is the 
intersection of two demand curves, not that of a demand 
curve with an essentially different supply curve. There is no 
vital difference between free and economic goods from a value- 
functioning standpoint. In this respect value and utility are 
synonymous. There is value-functioning in either case, even 
tho a marginal utility appears only in the case of economic 
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goods. Furthermore, there are values only above an existence- 
minimum in the case of each individual. That minimum we 
must allow and regard as an integer. This makes value 
analysis purposeless so far as concerns price interpretation. 
There is bound to be a discrepancy between values and 
prices. In consequence, the income problem cannot be solved 
by an explanation of value phenomena, for income phe- 
nomena are price phenomena. 

In working out his imputation doctrine, Schumpeter does 
not forget the premises of " pure " economics. The goods 
and the factors are all treated as given quantities. They 
are not subject to variation in amount or to variable combina- 
tions. Land and labor are present in certain quantities, 
as are goods. Origins must not be searched in static anal- 
ysis, so that there is no occasion for a distinction between 
consumption and production goods. The crux of the theory 
of distribution is that the productive goods or services of 
worker, capitalist, and landlord are all indispensable to every 
productive act. If one chooses, he can impute the whole 
product to the services of each factor, for each is indispens- 
able. To take away any would be to destroy the whole 
product. But after imputing the whole product in turn 
to each factor, the resulting sums must obviously not be 
added together. The conclusion is that the specific products 
of units of separate productive factors cannot be said to have 
any independent existence. There is no measure of a just 
distribution. The moral claims of co-producers to specific 
portions of the total product are as confused after working 
out the problem of imputation as they were before. 

Wages and rent are the only static incomes. Interest is 
not a static form of income at all. The services of labor and 
of land are valued exactly as are goods of any order. Labor 
is a commodity, subject to a descending curve of utility and 
an ascending curve of cost. It therefore has a price and is 
subject to the laws of price. This conclusion is subject to 
non-competing group qualifications; even if these qualifica- 
tions be considered, unity may be attained by a process of 
abstraction. Avoiding this, there at least remains a con- 
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elusion, with negative implications, that the wage-phenom- 
enon extends as far as one can apply to labor, in a sense 
not too subtle, the formula of supply and demand, of pur- 
chase and sale. An interesting question of course arises as 
to the relation between costs of production of labor and wages. 
This, however, is thrust aside as separate from the problems 
of an " Augenblicks-existenz," — well illustrating Schum- 
peter's perennial care to keep within static bounds. 

With rent, exactly the same principle of valuation applies 
as with wages or other prices. From the standpoint of pure 
economics, we need trouble ourselves about the peculiar 
properties of land as little as about the technical peculiarities 
of some machine. Its services are subject to purchase and 
sale, and these services command a price just as do those of 
labor. The Ricardian interpretation is rejected as merely 
an aspect of cost theory. It has no justification when that 
theory is abandoned. So far as concerns the value of land 
itself, considered apart from the value of its services, doubt 
is expressed of the propriety of discussing the problem as a 
static one. The present value of land depends on the dis- 
counted value of its future services. Likewise, replacement 
of capital goods worn out and investment in new capital 
goods are regarded as beyond the confines of static phe- 
nomena. 

Interest is a dynamic, not a static, phenomenon. In the 
static picture there is a fund of things saved, — an exact 
quantity, distributed among individuals in a definite way. 
To inquire how this came about would take us beyond our 
province. Then too, in this momentary view, production 
and its fruits are synchronized. Labor is paid for its services, 
land also for its services (to the owner) ; but there is no wait- 
ing, no discounting of future in the synchronized static 
process. A fund of goods is at hand once for all. These are 
used and there is no special payment for their productive 
services. One might comment that, for similar reasons, 
neither land nor labor services could command a price. 
All are provided; the fact that land and labor are original 
factors should not be of moment from a static standpoint. 
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As indicated at the beginning of this notice, statics and 
dynamics with Schumpeter have to do not only with different 
problems, but with different methods, and different materials. 
The two are independent structures. The second volume 
is therefore a unit in itself. Indeed, by reading this volume 
alone one might reach an appreciation of all of the essentials 
of Schumpeter's system; for in this he sums up those aspects 
of his static analysis that bear ultimate conclusions. Some 
new elements, it would seem, are sketched into the static 
picture, with perhaps an altering of lights and shadows. 
The changes may be due to increased familiarity with Ameri- 
can economic literature, a familiarity little short of amazing 
in a foreign economist. 

The fact that value is essentially individual is re-empha- 
sized. There is a social value system — a social system of 
individual values. Its obverse is the price system. Prices 
are not a kind of social valuation of a good, but the result 
of antecedent circumstances which work under the impulse 
of many individual valuations. This viewpoint is quite in 
harmony with constancy in economic life. Indeed, in eco- 
nomic evolution, here is the element making for constancy. 
Agencies making for change must be sought elsewhere. At 
this point appears the identification of the static with the 
hedonistic, a unity much more clearly pronounced than in the 
earlier volume. The static-dynamic contrast now becomes 
a contrast between types of individuals. The persons 
actuated by the utility-disutility calculus are the static 
elements in the population. They are imitative, but not 
originative. A people made up entirely of such individuals 
would afford a civilization like that of China or India. And 
the majority of individuals in any society are of this type. 
But in an advancing economic society there is another ele- 
ment, the inventive or dynamic one, to whose activities 
economic evolution is due. This element is personified in 
the captain of industry. His work is to make new combina- 
tions, which are the basis of all economic change, as well 
as the cause of all surplus incomes. These industrial pio- 
neers and leaders are not motivated by the hedonistic 
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calculations of the masses of men. They may live in luxury; 
but they so live merely because they have the means to do 
so. Their motives are the joy of social power and of creative 
activity. Their winnings are merely the counters that score 
their successes. Not only this: their joy in activity itself, 
aside from any measure of accomplishment, is a psychic 
reality. Individuals of this type are the active agents of 
economic evolution. Schumpeter thus offers a super-man 
interpretation of economic progress, in main outline quite 
analogous to the sociological system of Gabriel Tarde. 

The new productive combinations of the genius of enter- 
prise give rise to a new scale of values. Goods have value 
now not only because of present uses, but because of future 
possibilities. A speculative element enters, corresponding 
to the values realized through the working out of new 
combinations. These values are " the shadows of coming 
results, the harbingers of the immediate economic future." 

The principle and process work thus: the entrepreneur 
buys productive services, and so withdraws them from their 
static uses; he expends them without further questioning 
their owners, and so forces economic activity into new chan- 
nels. A question remains to be answered, however, before 
the circle of explanation can be regarded as closed: whence 
come the funds with which he buys these services ? Through 
the banker, who is a mobilizer and creator of purchasing 
power. In our exchange economy, the inertia of the multi- 
tude is overcome by the intervening services of the money 
power. It is the banker's function to sanction the promises 
and projects of the entrepreneur by supplying purchasing 
power, based on claims to social product. This purchasing 
power is capital. Capital does become transformed into 
technically productive instruments, but these instruments 
are not capital. Capital has done its work when such goods 
and services have been purchased. Capital is merely com- 
mand over goods — a bridge between the entrepreneur and 
the world of goods. In a static state, purchasing power is a 
mere means of exchange. In the dynamic state it is more 
than this. It is the thing that makes enterprise possible. 
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" Social capital " has no significance in this analysis. Capi- 
tal is not a sum of the goods-values of a people, but the pur- 
chasing powers of its men of enterprise. 1 

Interest and profits are dynamic in origin. All return to 
capital is incorporated in the gross profits of entrepreneurs. 
Interest has no static foundation. From the static view- 
point, production and distribution are synchronized. The 
time element enters only when new combinations of pro- 
ductive units give rise to the prospect of a new scale of 
values. The new co-ordinations give rise not merely to 
interest, but to true profits, the earnings of the entrepreneur 
as such. This explanation of interest is not an attempt 
to justify it as a form of income. Interest, unlike pure 
profits, is not a premium payment, an independent fruit of 
progress. It is rather a tax on profits. But the conditions 
that make its payment inevitable are highly profitable to 
those who pay it. 

Progress is uneven. The co-ordinations of entrepreneurs 
are made at particular points in the industrial system, but 
in no steady or calculable way. Population might indeed 
grow, and capital increase, in regular, steady progression; 
but their re-combinations follow no constant lines. It is in 
this uneven, unbalanced process of economic change that 
Schumpeter finds, very properly, the causes of commercial 
crises. 

A detailed criticism of Schumpeter's work would call for a 
treatise. More than this, his reasoning is so close-knit 
and based on so wide and intensive a knowledge of con- 
temporary theory that to the ordinary student criticism 
would seem to amount almost to supererogation. One's 
first reaction toward his static analysis is a feeling of vexation. 
The treatment is so unreal, so like pure mental gymnastic, 
that it makes the impression of mere logomachy. But 
Schumpeter himself admits its purely hypothetical quality, 
nay, seeks to justify it on this ground. And in the light of 
the current trend of economic theory, it does stand justified 

1 This is a conception like Hawley's, as Schumpeter himself points out. Compare 
Hawley, Enterprise and the Productive Process. 
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as a theoretical structure. In the usual static interpretation 
there has been too large an implication that the resulting 
body of principle is a creature of live flesh and bones. Schum- 
peter, by the rigor of his analysis and the courage with which 
he has restricted his data, really disembodies this view. The 
result is a revelation of the limitations of the method of 
heroic isolation in economic study such as could come in no 
other way. It is virtually a reductio ad absurdum of the 
method of extreme hypothesis as applied to economics. 
Surely, there is no field of science in which we must more 
frequently apply the pragmatic test than in economics. 
To single out for consideration a few variables and to trace 
their interactions to the bitter end is confessedly metaphysi- 
cal. To do this without fear or confusion, and to admit 
having done so, is surely no small accomplishment. 

But after all, a study of progress is " Das Land der Zu- 
kunft! " Change is perennial. Even the most durable of 
goods are short-lived, and new combinations recurrently give 
rise to new problems. Under these circumstances a fresh 
grouping of co-operating elements, the result of a fresh 
theoretical analysis of co-operating forces, is much more 
likely to yield fruitful results than is the application of an 
ideal conception to the interpreting of changeful phenomena 
from whose observation this static norm can scarcely be 
said to have developed. Such a fresh analysis, — whether 
original or no, it matters not, — Schumpeter has carried 
through to the point of real suggestiveness. It need not 
concern us that he has perhaps a bit altered the content 
of his static-dynamic contrast between the first and second 
volumes. We can afford to forget the first volume; it did 
its work. We may even question the absolute truthfulness 
or completeness of a picture that so sharply sets off a static- 
hedonistic group against a dynamic-energistic one, as the 
forces through which economic progress works out its ends. 
It may be a part of progress itself that the old tendency to 
balance utility against disutility is giving way to a view in 
which work itself is more and more largely a utility-yielding 
process. And this may be merely a way station to a con- 
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ception of more widely dispersed endowment of creative 
activity than any industrial-magnate interpretation of 
economic progress can possibly afford. We may even ques- 
tion whether the data of a theory of progress can be found 
in the play of economic forces. Whatever tests of progress 
economics may supply, may it not be that biological, psy- 
chological, social and economic factors are so closely inter- 
twined that no theory, even of economic progress, can be 
complete without canvassing and registering the effects of 
all of these forces ? These questions are not new; but the 
growing specialization of economic description and the 
increasing abstractedness of economic theorizing have 
tended to push them into the background. Schumpeter's 
thought has advanced beyond the mechanistic interpretation 
of the physicist-economist. He has made a significant 
contribution in carrying us over to the newer evolutionary 
method and evolutionary viewpoint. After all, questions 
of methodology are not merely formal in content and con- 
sequences. 

To pass judgment on the importance of Schumpeter's 
work for contemporary theory is difficult and perhaps gra- 
tuitous. Beyond question he has blazed paths and reached 
conclusions that cannot be ignored. He shows rare knowl- 
edge of current thought and appreciation of its elements of 
strength and weakness. His keenness of observation, his 
coherence in reasoning, and his fearlessness and discrimina- 
tion in sifting and combining old notions with new, have 
yielded results unusually stimulating and suggestive. Work 
of so high a standard encourages the conviction that eco- 
nomic theorizing is far from a declaration of bankruptcy. 

R. C. McCbea. 
University of Pennsylvania. 



